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ECONOMIES
IN TURMOIL I
Europe’s
problems
should not
slow Asia’s
financial
liberalization.

Dominique Dwor-Frecaut

SINGAPORE The trillion-dollar bailout
put together this month by euro-zone
countries has bought them a temporary
reprieve, but it has also weakened their
credibility. The European dream of dis-
lodging the United States as the suppli-
er of the main world reserve currency
now looks unattainable.

Yet Asia — where a number of econo-
mies are now stronger than in the
United States or Europe — is unlikely,
atleast for now, to supply the next re-
serve currency because its economic
rise has not been matched by its finan-
cial developiment.

The global financial crisis may have
originated in advanced economies, not
in emerging markets, but Asia should
not be deterred from pursuing financial
liberalization.

Until recently, the euro’s share of
global foreign reserves had been in-
creasing — by 9 percent since its launch
i1 1999 to 27 percent last year — at the
expense of the dollar, whose share had
decreased by an equivalent amount to
61 percent last year. These trends are
now likely to stop, if not reverse.

The dollar remains the world’s main
reserve currency, although that is more
by default than by choice. The U.S, pub-
lic debt and deficit, relative to the size
of its economy, are the same as Por-
tugal’s. The U.S. banking system is not
fully recovered from the crisis, and
losses on commercial real estate lend-
ing are mounting.

But the U.S, dollar has a formidable
advantage: If countries stopped invest-
ing their foreign reserves in dollars,
their currencies would appreciate
against the dollar and they would suffer
capital losses on their large dollar hold-
ings. These capital losses could be high
in countries such as China and Malay-
sia, which have high foreign reserves.

The United States also has the
largest, deepest and most liquid gov-
ernment bond market in the world.

So for all its fundamental weak-
nesses, the U.S, remains the safe heav-
en of last resort. That is why, even
though the global crisis originated in
the U.S., the dollar has strengthened
whenever global markets have sold off.

In addition, two thirds of global trade
is transacted in dollars. This reflects
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the former economic dominance of the
U.S., which until 2003 was the largest
exporter in the world (before it was
overtaken by Germany and China).

China's rise last year to become the
world’s largest exporter is symbolic of
Asia’s rising economic power. Exclud-
ing Japan, Asia now accounts for one
quarter of the world economy and one
third of exported manufactured goods.

Yet Asia (again excluding Japan) ac-
counts for only 12 percent of global for-
eign-exchange-markets turnover, 6
percent of domestic bonds and 2 per-
cent of global bonds.

This reflects institutional and regula-
tory shortcomings as well as limited
foreign participation in Asian bond
markets. Bond market development,
crucial if Asia is to supply the next glob-
al reserve currency, has been limited by
factors such as accounting standards
that are not internationally recognized,
alack of hedging mechanisms, and re-
strictions on foreign participation.

Greater foreign participation could
help Asian bond markets reach the size
and depth required if Asia is to one day
supply a global reserve currency. It
would diversify the investor base and
increase market size and liquidity. It
could also support the adoption of glob-
al standards in market practices and
regulations.

In addition, more open debt markets
could allow quasi-sovereigns and glob-
al blue chips to issue debt in Asian mar-
kets. This would add
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South Korea, which has one of the
most developed and open bond markets
in the region, would benefit from great-
er participation in global hond indices.
It could also benefit from a relaxation of
foreign exchange rules that would give
foreign investors more flexibility to
manage their currency risks.

These changes would increase the
capital flowing to Asia and likely lead to
currency appreciation. But currency
appreciation would help Asia reduce its
dependency on external demand when
external demand is likely to weaken
over the medium term as crisis coun-
tries raise their savings to reduce pub-
lic and private indebtedness.

In the long run Asian currency appre-
ciation appears unavoidable. Because
they have not gone through financial

crises, Asian economies are likely to
continue to grow at faster rates than
advanced economies. This is bound to
be reflected, sooner or later, in cur-
rency valuations.

The credit crisis of 2008-09 has given
abad name to open capital inflows,
Some think that openness allowed
Asia’s excess savings to flow to the
United States and sow the seeds of fi-
nancial instability. But poor financial
regulation and supervision, together
with financial-sector inefficiencies, are
more likely to have caused the U.S.
crisis than openness to capital inflow.
Hong Kong and Singapore, which are
fully open to capital inflow, also have
banking systems that are among the
strongest in the world.

With a strong financial regulation
and supervision, Asia could become
more open to capital inflow without ex-
periencing financial instability. China
would be better off if its capital inflow
took the form of legal investments in its
bond markets rather than of unre-
gistered hot money inflows, as is cur-
rently the case, R

The financial deepening that Asia
needs to go through if it wants to supply
the next global reserve currency is a
long term process.

That is why Asia must not let the
European debt crisis getin the way of
progress. Asia needs to get on with fi-
nancial liberalization if it wants one day
to see its financial power match its eco-
nomic might.
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